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American Institute of
Certified Public Accountants

The Auditor's Considerations
When a Question Arises About
an Entity's Continued Existence
1. When the continued existence of an entity is imperiled, there is
heightened concern about the recoverability and classification of
recorded asset amounts and the amounts and classification of liabili
ties. This Statement provides guidance regarding the auditor’s con
siderations when information comes to his attention that raises a
question about an entity’s ability to continue in existence.1
2. Ordinarily, such a question relates to the entity’s ability to con
tinue to meet its obligations as they become due without substantial
disposal of assets, restructuring of debt, externally forced revisions
of its operations, or similar actions. Other factors, not presently
involving solvency, may also bring into question an entity’s ability to
continue in existence (for example, loss of key personnel, principal
customer, essential supply source, or primary revenue producing
assets).
1This Statement does not apply to an examination of financial statements based
on the assumption of liquidation (for example, when (a ) an entity is in the
process of dissolution or liquidation, (b) the owners have determined to com
mence dissolution or liquidation, or (c) legal proceedings, including bankruptcy,
have reached a point at which dissolution or liquidation is probable).

Copyright © 1981 by the
American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas, New York, N.Y. 10036
1234567890

AudS

8987 654321

2

Statement on Auditing Standards

3. In an examination of financial statements in accordance with
generally accepted auditing standards, the auditor does not search for
evidential matter relating to the entity's continued existence because,
in the absence of information to the contrary, an entity's continuation
is usually assumed in financial accounting. Nevertheless, the auditor
remains aware that auditing procedures applied primarily for other
purposes may bring to his attention information contrary to that
assumption. In forming an opinion on the financial statements, the
auditor considers any such contrary information, together with any
factors tending to mitigate that information and any management
plans for dealing with the underlying conditions.
2

Contrary Information
4. In this context contrary information includes information that
comes to the auditor's attention, at any time through the date of his
report, relating to an entity's ability, at the date of the financial statements, to continue in existence. The following examples of contrary
information vary widely in importance, and some may have significance only when viewed in conjunction with others:
a.

Information that may indicate solvency problems:
• Negative trends (for example, recurring operating losses,
working capital deficiencies, negative cash flows from operations, and adverse key financial ratios).
• Other indications (for example, default on loan or similar
agreements, arrearages in dividends, denial of usual trade
credit from suppliers, noncompliance with statutory capital
requirements, and necessity of seeking new sources or methods of financing).

b.

Information that may raise a question about continued existence
without necessarily indicating potential solvency problems:
• Internal matters (for example, loss of key management or
operations personnel, work stoppages or other labor difficulties, substantial dependence on the success of a particular
project, and uneconomic long-term commitments).
• External matters (for example, legal proceedings, legislation,
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See Accounting Principles Board Statement No. 4, paragraph 25.
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or similar matters that might jeopardize an entity's ability to
operate; loss of a key franchise, license, or patent; loss of a
principal customer or supplier; and uninsured catastrophes
such as drought, earthquake, or flood).

Mitigating Factors
5. Factors tending to mitigate the significance of contrary information concerning solvency relate primarily to an entity's alternative
means for maintaining adequate cash flows. Examples of such factors
include the following.
a.

Asset factors:
• Disposability of assets not operationally interdependent.
• Capability of delaying the replacement of assets consumed
in operations or of leasing rather than purchasing certain
assets.
• Possibility of using assets for factoring, sale-leaseback, or
similar arrangements.

b.

Debt factors:
• Availability of unused lines of credit or similar borrowing
capacity.
• Capability of renewing or extending the due dates of existing
loans.
• Possibility of entering into debt restructuring agreements.

c.

Cost factors:
• Separability of operations producing negative cash flows.
• Capability of postponing expenditures for such matters as
maintenance or research and development.
• Possibility of reducing overhead and administrative expenditures.

d.

Equity factors:
• Variability of dividend requirements.
• Capability of obtaining additional equity capital.
• Possibility of increasing cash distributions from affiliates or
other investees.

6. Factors tending to mitigate the significance of contrary information not necessarily concerning solvency relate primarily to the
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entity's capacity to adopt alternative courses of action (for example,
the availability of qualified persons to fill a vacated key position, the
likelihood of suitably substituting for a lost principal customer or
supplier, the possibility of adequately replacing assets seized or
destroyed, and the capability of operating at reduced levels or of
redeploying resources).

Consideration of Contrary Information
and Mitigating Factors
7. The auditor's initial consideration of contrary information focuses on the underlying conditions that resulted in the contrary
information (for example, whether the conditions are indicative of a
rapid or a gradual deterioration, whether they are temporary or
recurring, whether they are susceptible of corrective actions solely
within the entity, and whether they are applicable to identifiable
elements or segments of the entity or are pervasive). The auditor's
initial consideration of mitigating factors is based primarily on (a)
knowledge of matters that relate to the nature of the entity's business
and its operating characteristics and of matters affecting the industry
in which it operates, including an awareness of the specific effects and
general influence of international, national, and local economic conditions, (b) discussions with principal officers having responsibility
for administration, finance, operations, and accounting activities, and
( c ) understanding of possible legal implications, if any, based on
discussions with appropriate legal counsel when that is deemed
necessary.

Consideration of Management Plans
8. Additional considerations often are necessary; they generally
focus on management plans that are responsive to the observed conditions that resulted in the contrary information. The relevance of
such plans to an auditor generally decreases as the time period for
planned actions and anticipated events increases, although longer
time periods may be more meaningful in industries with a lengthy
operating cycle. Particular emphasis ordinarily is placed on plans
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that might have a significant effect on the entity's solvency within
a period of one year following the date of the financial statements on
which the auditor is currently reporting. The auditor's considerations
relating to such management plans may include the following.
a.

Plans to liquidate assets:
• Apparent marketability of the assets that management plans
to sell.
• Restrictions on the disposal of assets, such as covenants limiting such transactions in loan or similar agreements or encumbrances against assets.
• Possible direct and indirect effects of the disposal of assets.

b.

Plans to borrow money or restructure debt:
• Availability of debt financing, including existing or committed
credit arrangements, such as lines of credit and arrangements
for factoring receivables or sale-leaseback of assets.
• Existing or committed arrangements to restructure or subordinate debt or to guarantee loans to the entity.
• Possible effects on management's borrowing plans of existing
restrictions on additional borrowing and the sufficiency of
available collateral.

c.

Plans to reduce or delay expenditures:
• Apparent feasibility of plans to reduce overhead and administrative expenditures, to postpone maintenance or research
and development projects, or to lease rather than purchase
assets.
• Possible direct and indirect effects of reduced or delayed
expenditures.

d.

Plans to increase ownership equity:
• Apparent feasibility of plans to increase ownership equity,
including existing or committed arrangements to raise additional capital.
• Existing or committed arrangements to reduce current dividend requirements or to accelerate cash distributions from
affiliates or other investees.

9. The auditor also should discuss with management any forecasts,
projections, budgets, or other prospective data, particularly data
relating to cash flows, that are available or that can reasonably be
developed and that are relevant in relation to the plans discussed in
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paragraph 8. The auditor should consider the support for significant
assumptions underlying the prospective data and should give particular attention to assumptions that are
• Material to the relevant forecasts or projections.
• Especially uncertain or sensitive to variations.
• In deviation from historical trends.
The auditor's considerations should be based on (a) reading of the
prospective data and the underlying assumptions, (b) knowledge of
the entity, its business, and its management, and ( c ) comparison of
prospective data in prior periods with historical results and of prospective data for the current forecast period with results achieved
to date. If the auditor becomes aware of relevant factors the effects of
which are not reflected in such prospective data, he should also take
those factors into account. The auditor's function, however, does not
include predicting the outcome of future events, and an unqualified
opinion on the financial statements does not constitute a guarantee or
assurance by the auditor that the entity has the ability to continue for
any particular period beyond the date of his opinion.

Consideration of Informative Disclosures
10. The auditor should consider the need for, and the adequacy of,
disclosure of the principal conditions that raise a question about an
entity's ability to continue in existence, the possible effects of such
conditions, and management's evaluation of the significance of those
conditions and any mitigating factors. If disclosure is necessary and
a satisfactory resolution of the question depends primarily on the
realization of particular plans of management, the disclosure should
deal with that fact and such plans.

Consideration of the Effects on the
Auditor's Report
11. After (a) considering the significance of the contrary information and any mitigating factors, (b) discussing plans, prospective
data, and other appropriate matters with management, and ( c )
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making any substantive tests that the auditor considers necessary and
practicable to assess such information, factors, and plans, the auditor
may conclude that the question raised about the entity's ability to
continue in existence should not result in a modification of his report.
On the other hand, the auditor may conclude that a substantial doubt
remains about the entity's ability to continue in existence. In such a
case, he should consider the recoverability and classification of recorded asset amounts, and the amounts and classification of liabilities,
in light of that doubt. Identifying the point at which uncertainties
about recoverability, classifications, and amounts require the auditor
to modify his report is a complex professional judgment. No single
factor or combination of factors is controlling. Reporting guidance is
provided in SAS No. 2, Reports on Audited Financial Statements, particularly in "Inadequate Disclosure" (paragraph 17) and in "Uncertainties" (paragraphs 21 through 2 6 ) .
12. An example follows of a report qualified for an uncertainty
about the recoverability and classification of recorded asset amounts
or the amounts and classification of liabilities because of a substantial
doubt about an entity's ability to continue in existence.
(Explanatory paragraph)
As shown in the financial statements, the company incurred a net loss
of $
during the year ended December 31, 19XX, and, as of that
date, the company's current liabilities exceeded its current assets by
$
and its total liabilities exceeded its total assets by $
These factors, among others, as discussed in Note X, indicate that the
company may be unable to continue in existence. The financial statements do not include any adjustments relating to the recoverability
and classification of recorded asset amounts or the amounts and classification of liabilities that might be necessary should the company be
unable to continue in existence.
(Opinion paragraph)
In our opinion, subject to the effects on the financial statements of
such adjustments, if any, as might have been required had the outcome
of the uncertainty about the recoverability and classification of recorded asset amounts and the amounts and classification of liabilities
referred to in the preceding paragraph been known, the financial statements referred to above present fairly the financial position of X Company as of December 31, 19XX, and the results of its operations and
the changes in its financial position for the year then ended, in conformity with generally accepted accounting principles applied on a
basis consistent with that of the preceding year.

8

Statement on Auditing Standards

13. When financial statements of one or more prior periods are
presented on a comparative basis with financial statements of the
current period, reporting guidance is provided in SAS No. 15, Reports
on Comparative Financial Statements. If a substantial doubt about
the entity's ability to continue in existence becomes apparent in the
current period, it would not imply that a basis for such doubt also
existed in the prior period. Accordingly, an uncertainty concerning
the recoverability and classification of recorded asset amounts, or the
amounts and classification of liabilities, in the financial statements of
the current period because of a substantial doubt about an entity's
ability to continue in existence will not ordinarily affect the financial
statements of the prior period that are presented on a comparative
basis. Furthermore, modification of the auditor's report on the current
period's financial statements normally would adequately communicate the nature and significance of the uncertainty. Thus, the auditor
ordinarily should modify his report on only the current period's
financial statements because of an uncertainty due to a substantial
doubt that arose in the current period about the entity's ability to
continue in existence.
3

The Statement entitled The Auditor's Considerations When a Question
Arises About an Entity's Continued Existence was adopted by the assenting votes of the fifteen members of the board, of whom four, Messrs. Burke,
Leisenring, Tuffly, and Williamson, assented with qualification.

Messrs. Burke, Leisenring, and Williamson qualify their assent because
they object to paragraph 13. They agree with the premise stated in the
second sentence of that paragraph but do not agree that the conclusions
stated in the third and fifth sentences of the paragraph follow from that
premise. They believe (a) that an uncertainty concerning the recoverability and classification of recorded asset amounts, or the amounts and
classification of liabilities, in the financial statements for the current period
logically also extends to the same assets and liabilities in the financial statements of the prior period that are presented on a comparative basis and
(b) that this should cause an auditor, in an updated report, to express an
3

SAS No. 15 is amended to add the following footnote to the second item of
paragraph 6:
See SAS No. 34, paragraph 13, for guidance concerning the auditor's discovery of
an uncertainty about an entity's ability to continue in existence.
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opinion different from that expressed in an earlier report on the financial
statements of the prior period, unless the auditor concludes that the present
uncertainty does not affect the prior-period financial statements because
the assets or liabilities to which the uncertainty could relate either were not
material in the prior period or were realized or liquidated subsequently.
Mr. Tuffly approves issuance of this Statement but qualifies his assent
with respect to paragraph 13. Although he does not necessarily disagree
with the reporting guidance in that paragraph, he believes that it conflicts
with SAS No. 15, paragraph 6. In his view, a consistent treatment should
be adopted for all uncertainties covered by SAS No. 15, paragraph 6.
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